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Purpose  of  the  Study 


INPUT  prepared  a  business  evaluation  of  the  computer  (hardware) 
service  and  software  support  service  business  of  Prime  Computer  Inc.  in 
the  third  quarter  of  1989.  This  evaluation  included  recommended 
changes  in  the  area  of  pricing,  contracts,  and  operating  efficiency  to 
improve  cash  flow  and  profitability.  INPUT  also  developed  a  recom- 
mended market  value  for  these  business  areas  based  on  the  assumption 
that  some  but  not  all  of  these  changes  would  be  implemented. 

Prime  has  subsequently  been  acquired  by  D.  R.  Holdings,  Inc.,  and  a  new 
management  team  has  been  put  in  place.  INPUT  has  briefed  the  new 
management  on  the  results  of  the  evaluation  and  on  the  recommended 
changes.  The  new  management  in  turn  has  used  this  information  in 
developing  a  new  operating  plan  for  customer  service. 

D.  R.  Holdings,  Inc.  has  requested  that  INPUT  evaluate  the  new  service 
plan,  examine  the  third-quarter  1989  results,  and  reflect  this  information 
in  a  financial  model  to  determine  if  the  previous  valuations  are  supponed 
by  the  actions  planned  by  the  new  management. 
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Methodology 


The  methodology  used  for  this  evaluation  was  to  assess  the  plans  that 
have  been  put  in  place  by  the  new  management  team,  the  results  from  the 
first  nine  months  of  1989,  and  new  information  that  was  not  available  in 
the  previous  study. 

The  results  of  this  assessment  were  used  to  develop  a  financial  model  of 
the  Prime  customer  service  function  on  a  worldwide  basis.  This  model 
includes  projections  of  income,  expense,  cash  flow,  and  taxes — as  well  as 
a  calculation  of  the  net  present  value  of  the  cash  flow  plus  the  residual 
value. 

INPUT  developed  three  alternative  business  cases  in  the  previous  evalu- 
ation completed  in  September  of  1989.  These  were  called  Cases  1,  2,  and 
3.  A  description  of  these  Cases  is  as  follows: 

•  Case  1  represents  the  J.  H.  Whitney  "Roots"  business  plan  projection  as 
adjusted  for  the  actual  first  six  months'  results  and  the  addition  of  the 
Calma  and  VERSACAD  service  revenues  and  expenses. 

•  Case  2  represents  the  implementation  of  INPUT'S  pricing  and  contract 
recommendations  added  to  the  Case  1  model. 

•  Case  3  represents  the  implementation  of  the  INPUT  efficiency  recom- 
mendations added  to  the  Case  2  model. 

The  model  developed  in  this  study  represents  INPUT'S  projection  of  the 
results  of  the  actions  currently  planned  by  the  new  management,  as 
updated  with  the  latest  information  available  on  the  cost  structure  and  the 
going  rates  of  costs.  This  model  is  called  Case  4. 
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Service  Plan  Evaluation 


INPUT  reviewed  plan  documentation  prepared  by  Prime  corporate 
finance  and  Prime  customer  service  and  held  an  on-site  meeting  at  Prime 
headquarters  in  order  to  understand  the  key  elements  of  the  new  Prime 
plan.  Follow-up  telephone  calls  were  made  to  clear  up  any  unanswered 
questions. 

In  order  to  avoid  any  confusion  that  might  occur  in  examining  various 
documents,  it  should  be  noted  that  there  are  two  plans  in  existence  that 
are  slightiy  different  from  each  other,  as  follows: 


1.  Prime  Customer  Service  Plan  1989-1990 

This  is  the  plan  that  has  been  approved  by  Prime  management  and  is 
currently  being  implemented.  Prime  management  and  the  customer 
service  organization  are  tracking  their  operating  results  against  this 
plan. 

2.  Prime  Corporate  Finance  Service  Plan  1989-1995 

This  is  a  more  conservative  plan  based  on  lower  product  volumes. 
The  revenues  are  lower  than  in  the  Prime  Customer  Service  Plan  and 
the  margins  are  also  lower. 

INPUT  was  requested  to  evaluate  the  Customer  Service  Plan,  prepare  a 
financial  model,  and  compare  the  results  with  the  previous  three  Cases. 
Since  Prime  Customer  Service  has  not  completed  plans  for  1991-1994, 
INPUT  has  assumed  that  the  same  growth  rates  in  revenue  from  year  to 
year  will  occur  as  in  the  Corporate  Finance  Plan  from  1991  through  1994. 
In  addition,  the  product  mix  for  the  model  is  assumed  to  be  the  same  as  in 
the  original  INPUT  evaluation. 
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The  major  changes  from  the  Case  1  plan  that  are  reflected  in  the  Prime 
Customer  Service  Plan  are  as  follows: 

1.  Selected  price  increases  are  being  announced  and  implemented,  with 
the  primary  emphasis  being  placed  on  the  older  products  that  are  not 
presently  marketed.  Exhibit  1  displays  the  increases  planned  by 
product  category.  These  price  increases  will  provide  $17  million 
dollars  of  incremental  revenue  in  1990.  This  revenue  amounts  to  a 
3%  increase  in  1990  revenue. 

2.  Manpower  reductions  that  will  provide  savings  of  $15  million  dollars 
in  1990  are  planned  in  the  field  and  Core  organizations.  These  re- 
ductions will  occur  as  follows: 

1989  136  People  (In  U.  S.  Only) 

1990  100  People  (In  Intemational  Only) 

3.  A  logistics  cost-reduction  plan  is  being  implemented  to  reduce  1990 
expenses  by  $1.7  million  dollars. 

4.  A  two-step  strategy  is  being  implemented  in  the  contract  and  offering 
area  that  will  eliminate  the  BASIC  hardware  maintenance  offering. 
This  strategy  will  result  in  a  significant  margin  increase  from  BASIC 
plan  customers  since  it  will  be  a  20%  price  increase  with  very  little 
change  in  expenses.  In  addition,  a  formal  plan  has  been  prepared  to 
begin  third-party  maintenance  (TPM)  service  on  Sun  Microsystem 
products.  TPM  offers  an  excellent  opportunity  for  additional  revenue 
and  profits. 

5.  Action  is  underway  to  implement  accounting  changes  to  transfer 
costs  for  services  rendered  where  there  is  no  revenue  flowing  to 
service.  Examples  are  as  follows: 

•  Warranty  costs  will  be  transferred  back  to  cost  of  product  rather 
than  absorbed  by  customer  service. 

•  Service  costs  for  supporting  in-house  products  used  by  Prime  will 
be  transferred  to  the  function  receiving  the  service. 

6.  Integrated  hardware  installation — the  practice  of  doing  final  assem- 
bly and  test  of  hardware  components  at  the  customer's  site — is  being 
curtailed  and  moved  back  to  manufacturing.  This  practice  was  not 
only  very  expensive  but  resulted  in  significant  customer  satisfaction 
problems  at  the  time  of  installation. 
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EXHIBIT  1 


Price  Increases  Planned 


Percent 

General-Purpose  Systems 

Old  50  series 

5-10 

New  50  series 

3-10 

PprinhPTfll^  anri  rinntrnllprQ 
1  d  i|>^i  Id  Clio  cii  ivj  Vii/vji  III  unci  ^ 

Tape  drives 

5-10 

Disk  drives 

7-10 

Printers 

7-10 

Terminals 

10-15 

Controllers 

5-10 

Mpmnrv 

\j  1  \j 

Prime  Software 

5-7 

CAD/CAM  Products 

Designer  IV 

6-10 

Designer  VX 

6-8 

CDS  4000 

5-10 

CDS  5000 

5-10 

CADD  Station  Software 

7 

In  addition  to  the  changes  outlined  above,  Prime  recently  completed  a 
study  of  U.S.  costs  and  revenue  to  determine  the  profitability  by  major 
service  product  area.  This  study  was  necessary  because  no  product 
profitability  and  cost-accounting  system  is  in  place  to  provide  this  infor- 
mation. Exhibit  2  displays  a  summary  of  this  profitability  information. 
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EXHIBIT  2 


Prime  Customer  Service  Profitability  Anaylsis 
2nd  Quarter  1989  U.S.  Only 


$  Thousands 

Prime 

CAD/CAM 

HW 

SW 

HW 

SW 

Revenue 

41 ,003 

7,197 

16,067 

8,433 

Total  Expense 

25,171 

3,806 

13,352 

4,245 

Gross  Margin 

15,832 

3,391 

2,715 

4,188 

Gross  Margin 
(Percent) 

38.6 

47.1 

16.9 

49.7 

The  big  surprise  is  that  the  margin  for  CAD/CAM  hardware  service  is 
only  16.9%,  compared  to  a  Prime  hardware  service  margin  of  38.6%. 
This  low  margin  could  represent  a  significant  problem  in  the  future  since 
the  overall  product  marketing  strategy  is  to  de-emphasize  Prime  hard- 
ware sales  and  emphasize  CAD/CAM  sales. 

Prime  management  has  investigated  the  causes  of  the  lower  margin  and 
concluded  that  the  primary  cause  is  the  discounting  of  service  on  CAD/ 
CAM  products  due  to  Product  Volume  Agreements  (PVAs).  These 
agreements  provide  customers  with  discounts  up  to  50%  based  on  the 
dollar  volume  of  all  products  purchased  (i.e.,  hardware,  software,  and 
service).  These  discounts  apply  even  if  the  products  are  not  installed  at 
the  same  location.  The  PVA  is  available  internationally,  so  even  though 
the  profitability  study  was  conducted  only  in  the  United  States,  the  same 
problem  probably  exists  internationally. 

Another  contributing  factor  is  the  high  percentage  of  CAD/CAM  cus- 
tomers who  have  selected  the  BASIC  option.  Based  on  samples  studied, 
eighty  percent  of  the  old  Computervision  customers  have  selected  this 
option,  which  offers  a  20%  discount.  As  stated  previously,  this  option  is 
being  phased  out. 
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Under  the  PVA  concept,  it  is  possible  for  customers  to  take  the  BASIC 
option  as  well  as  the  PVA  contract,  thus  taking  advantage  of  both  dis- 
counts. I*rime  management  is  at  the  present  time  developing  a  plan  to 
remove  service  from  the  PVA  contracts  in  the  future.  Some  of  these 
contracts  are  for  a  number  of  years,  however,  so  it  will  take  time  to  phase 
them  out. 


Financial  Projections     Exhibit  3  displays  a  comparison  of  the  total  service  revenue  projections 

for  Cases  1,  2,  3,  and  4.  CALMA  and  VERS  ACAD  service  revenue  is 
included  in  all  Cases.  The  Case  4  revenue  for  1989  is  tracking  very  close 
to  the  other  Cases,  whereas  the  1990  revenue  is  4.1%  below  Cases  2  and 
3.  The  1994  revenue  is  $46.7  milHon  dollars  or  6.3%  below  Cases  2  and 
3.  One  of  the  main  reasons  for  this  difference  is  that  the  selective  price 
increases  planned  are  not  as  large  as  those  assumed  in  Cases  2  and  3. 


EXHIBITS 


Total  Service  Revenue  by  Case 


$  Millions 

Case  1 

Case  2 

Case  3 

Case  4 

1989 

576.0 

576.0 

576.0 

568.2 

1990 

592.1 

615.8 

615.8 

590.6 

1991 

608.8 

657.5 

657.5 

617.5 

1992 

629.9 

680.3 

680.3 

645.3 

1993 

658.1 

710.8 

710.8 

674.3 

1994 

695.8 

751.4 

751.4 

704.7 

Total  service  revenue  includes  CALMA  and  VERSACAD. 
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Exhibit  4  displays  a  comparison  of  the  total  expense  projections  for 
customer  service  for  Cases  1,  2,  3,  and  4.  The  new  Prime  management 
team  has  been  much  more  aggressive  in  reducing  manpower  and  ex- 
penses than  the  assumptions  made  in  Cases  1,  2,  and  3.  This  aggressive- 
ness results  in  the  overall  expense  levels  for  Case  4  being  about  six 
percent  lower  than  for  Case  3. 


EXHIBIT  4 


Total  Service  Expense  by  Case 


$  Millions 

Case  1 

Case  2 

Case  3 

Case  4 

1989 

381.0 

381.0 

381.0 

357.1 

1990 

391.7 

391.7 

386.1 

341.8 

1991 

402.7 

402.7 

381.8 

351.0 

1992 

416.6 

416.6 

394.9 

369.4 

1993 

435.3 

435.3 

412.7 

388.8 

1994 

460.2 

460.2 

436.2 

409.0 

Summary  and  Exhibit  5  displays  the  summary  results  of  all  four  Cases.  Although  the 

Conclusions  revenue  for  Case  4  is  lower  than  the  revenue  for  Cases  1  and  2,  the 

expenses  are  lower  to  a  greater  extent  and  the  resulting  cash  flow  falls 

between  that  of  Case  2  and  Case  3. 

The  impact  of  the  lower  margins  on  CAD/CAM  has  apparently  been 
offset  by  the  significant  reduction  in  expenses.  As  a  result,  the  net  after- 
tax margin  percentages  in  Case  4  are  very  similar  to  those  of  Case  3.  It 
is  important  to  note,  however,  that  if  the  CAD/CAM  margin  problem  is 
corrected  by  removing  the  discounts,  the  profit  margins  will  improve  and 
thereby  improve  the  cash  flow  and  the  net  present  value. 
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EXHIBIT  5 


Financial  Projections  Summary 
Worldwide  Customer  Service  Hardware  and  Software 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Case  1 

Revenue 

576.0 

592.1 

608.8 

629.9 

658.1 

695.8 

NIAT  (Percent) 

14.4 

14.9 

15.0 

15.1 

15.1 

15.0 

Cash  Flow 

93.1 

92.8 

90.6 

80.3 

70.2 

98.3 

Net  Present  Value 

D/  /.y 

Case  2 

Revenue 

576.0 

615.8 

657.5 

680.3 

710.8 

751.4 

NIAT  (Percent) 

14.4 

16.7 

18.5 

18.5 

18.5 

18.5 

Cash  Flow 

93.1 

104.9 

118.0 

111.2 

102.4 

132.2 

Net  Present  Value 

792.2 

Case  3 

Revenue 

576.0 

615.8 

657.5 

680.3 

710.8 

751.4 

NIAT  (Percent) 

14.4 

17.3 

20.4 

20.5 

20.5 

20.4 

Cash  Flow 

93.1 

107.7 

139.9 

124.8 

116.7 

147.4 

Net  Present  Value 

837.7 
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EXHIBIT  5  (Com.) 


Financial  Projections  Summary 
Worldwide  Customer  Service  Hardware  and  Software 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Case  4 

Revenue 

568.2 

590.6 

617.5 

645.2 

674.3 

704.7 

NIAT  (Percent) 

16.4 

19.9 

20.7 

20.5 

20.3 

20.0 

Cash  Flow 

103.4 

118.4 

132.4 

116.1 

109.0 

139.3 

Net  Present  Value 

815.2 

The  net  present  value  calculated  for  Case  4  of  $815.2  million  is  higher 
than  the  $757  million  recommended  by  INPUT  in  the  original  study. 
This  increase  is  a  very  positive  sign  since  several  of  the  INPUT  recom- 
mendations have  not  been  accepted  and  are  therefore  not  in  the  plan. 
The  elimination  of  the  discounting  option  for  CAD/CAM  will  also 
improve  the  profit  and  cash  flow  in  the  future. 

Additional  detailed  information  from  the  financial  model  is  contained  in 
the  appendix. 
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EXHIBIT  A-1 


Income  and  Expense 
Worldwide  Customer  Service 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Revenue 

568.2 

590.6 

617.5 

645.2 

674.3 

704.7 

Expenses  (Total) 

315.2 

302.8 

312.1 

328.2 

345.1 

362.8 

People 
Logistics 
Facility 
Other 

160.4 
114.3 
1  o.o 
22.0 

154.2 
110.7 

17ft 
1  /  .O 

20.1 

159.3 

114.8 

1  A  4 
1  0.*+ 

19.7 

167.9 
121.4 

1  Q  4 

19.6 

176.8 
128.4 

19.5 

186.2 
135.7 

19.3 

Gross  Margin 

253.0 

287.8 

305.4 

317.1 

329.2 

341.9 

Gross  Margin 
(Percent) 

44.5 

48.7 

49.5 

49.1 

48.8 

48.5 

CORE 

/HQ 

oy.u 

oo.y 

4  1  .£L 

A'i  7 

^O.  / 

Aft  0 

Gross  Income 

OH  H  H 
21  I.I 

O  /i  Q  Q 

24o.o 

dob.o 

C./D.O 

Gross  Profit 
(Percent) 

37.1 

42.1 

43.2 

42.7 

42.3 

42.0 

SG&A 

60.5 

58.3 

59.6 

61.7 

64.6 

68.2 

Taxable  Income 

150.6 

190.5 

206.9 

214.1 

220.9 

227.5 

IBT  (Percent) 

26.5 

32.5 

33.5 

33.2 

32.8 

32.3 

Tax 

57.2 

72.7 

79.0 

81.8 

84.3 

86.9 

Net  Income 

93.4 

117.8 

127.9 

132.4 

136.6 

140.7 

NIAT  (Percent) 

16.4 

19.9 

20.7 

20.5 

20.3 

20.0 

(Totals  may  not  add  due  to  rounding.) 
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EXHIBIT  A-2 


Present-Value  Analysis 
Worldwide  Customer  Service 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

___  

Working  Capital 

Accts  Receivable 
Arrt<?  Pavahlp 

Net 

Inrrpmpntr^l  Wnrkinn 

II 1  Wmfl  ^  1  1  1  w  1  1  LCll   V  w     1  rvi  1  IM 

Capital 

(64.7) 
34.7 
(30.0) 

(62.3) 
38.0 
(24.4) 
5.6 

(60.0) 
43.9 
(16.2) 
8.2 

(62.7) 
46.2 

(16.6) 
(0.4) 

(65.6) 
48.9 

(17.0) 
(0.4) 

(68.5) 
51.1 

(17.4) 
(0.4) 

Spares 

Adds 

npnrppiritinn 

&  Scrap 
Incremental  Spares 

(42.0) 

52.0 
10.0 

(51.0) 

46.0 
(5.0) 

(50.6) 

46.9 
(3.7) 

(63.8) 

47.9 
(15.9) 

(76.2) 

49.1 
(27.1) 

(54.8) 

53.8 
(1.0) 

Net  Income 

93.4 

117.8 

127.9 

132.4 

136.6 

140.7 

Net  Cash  Flow 

103.4 

118.4 

132.4 

116.1 

109.0 

139.3 

Cumulative  Cash  Flow 

103.4 

221.8 

354.2 

470.3 

579.3 

718.5 

Residual  Value 

XX 

XX 

XX 

XX 

XX 

528.5 

Net  Present  Value 

815.2 

Discount  Rate 
(Percent) 

10 

(Totals  may  not  add  due  to  rounding.) 
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EXHIBIT  A-3 


Income  and  Expense  (Summary) 
Worldwide  Hardware  Service 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Revenue 

422.3 

433.5 

447.6 

461.7 

476.2 

491.5 

Expenses  (Incl.  CORE) 

287.6 

273.9 

279.9 

292.6 

305.9 

319.9 

Gross  Income 

134.7 

159.7 

167.7 

169.1 

170.3 

171.6 

GP  (Percent) 

31.9 

36.8 

37.5 

36.6 

35.8 

34.9 

SG&A 

43.9 

42.0 

42.6 

43.6 

45.1 

47.1 

Taxable  Income 

90.9 

117.6 

125.2 

125.5 

125.1 

124.6 

IBT  (Percent) 

21.5 

27.1 

28.0 

27.2 

26.3 

25.4 

Tax 

34.5 

45.0 

47.9 

48.0 

47.9 

47.7 

Net  Income 

56.3 

72.7 

77.3 

77.5 

77.3 

76.9 

NIAT  (Percent) 

13.3 

16.8 

17.3 

16.8 

16.2 

15.6 

(Totals  may  not  add  due  to  rounding.) 
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Business  Evaluation  of  the  New  Service  Plan — Prime  Computer  Corporation 


INPUT 


EXHIBIT  A-4 


Present-Value  Analysis 
Worldwide  Hardware  Service 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Working  Capital 

Accts  Receivable 
Accts  Payable 
Net 

Incremental  Working 
Capital 

(48.1) 
28.0 

(20.1) 

(45.8) 
30.4 
(15.3) 

4.8 

(43.5) 
35.0 

(8.5) 

6.8 

(44.9) 
36.6 
(8.3) 

0.2 

(46.3) 
38.2 
(8.1) 

0.3 

(47.8) 
40.0 
(7.8) 

0.3 

Spares 

Adds 

Depreciation 

&  Scrap 
Incremental  Spares 

(42.0) 

52.0 
10.0 

(51.0) 

46.0 
(5.0) 

(50.6) 

46.9 

(3.7) 

(63.8) 

47.9 
(15.9) 

(76.2) 

49.1 
(27.1) 

(54.8) 

53.8 
(1.0) 

Net  Income 

56.3 

72.7 

77.3 

77.5 

77.3 

76.9 

Net  Cash  Flow 

66.3 

72.5 

80.4 

61.8 

50.4 

76.2 

Cumulative  Cash  Flow 

66.3 

138.8 

219.2 

281.0 

331.4 

407.6 

Residual  Value 

XX 

XX 

XX 

XX 

XX 

368.6 

Net  Present  Value 

505.2 

Discount  Rate 
(Percent) 

10 

(Totals  may  not  add  due  to  rounding.) 
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Business  Evaluation  of  the  New  Service  Plan — Prime  Computer  Corporation 


INPUT 


EXHIBIT  A-5 


Income  and  Expense  (Summary) 
Worldwide  Software  Support 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Revenue 

145.9 

157.1 

169.9 

183.6 

198.1 

213.2 

Expenses  (Incl.  CORE) 

69.6 

67.9 

71.2 

76.9 

82.9 

89.1 

Gross  Income 

76.3 

89.1 

98.8 

106.8 

115.3 

124.1 

GP  (Percent) 

52.3 

56.7 

58.2 

58.2 

58.2 

58.2 

SG&A 

16.6 

16.3 

17.1 

18.1 

19.5 

21.1 

Taxable  Income 

59.7 

72.9 

81.7 

88.7 

95.8 

103.0 

IBT  (Percent) 

40.9 

46.4 

48.1 

48.3 

48.4 

48.3 

Tax 

22.7 

27.7 

31.1 

33.8 

36.5 

39.2 

Net  Income 

37.1 

45.1 

50.6 

54.9 

59.3 

63.8 

NIAT  (Percent) 

25.4 

28.7 

29.8 

29.9 

29.9 

29.9 

(Totals  may  not  add  due  to  rounding.) 
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Business  Evaluation  of  the  New  Service  Plan — Prime  Computer  Corporation 


INPUT 


EXHIBIT  A-6 


Present-Value  Analysis 
Worldwide  Software  Support 
Case  4 


$  Millions 

1989 

1990 

1991 

1992 

1993 

1994 

Working  Capital 

Accts  Receivable 

Appt^  Pflvahlp 

r^Vifwio  i  ciyciiiyiw 

Net 

Inprpmontfll  \A/nrkinn 

Capital 

(16.6) 
6.8 
(9.9) 

(16.6) 
7.5 
(9.0) 

0.8 

(16.5) 
8.9 
(7.6) 

1.4 

(17.9) 
9.6 
(8.2) 

(0.6) 

(19.3) 
10.4 
(8.9) 

(0.7) 

(20.7) 
11.1 
(9.6) 

(0.7) 

Spares 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

Adds 

npnrppiritinn 

&  Scrap 
Incremental  Spares 

Net  Income 

37.1 

45.1 

50.6 

54.9 

59.3 

63.8 

Net  Cash  Flow 

37.1 

45.9 

52.0 

54.3 

58.6 

63.1 

Cumulative  Cash  Flow 

37.1 

83.0 

135.0 

189.2 

247.9 

310.9 

Residual  Value 

XX 

XX 

XX 

XX 

XX 

159.9 

Net  Present  Value 

310.0 

Discount  Rate 
(Percent) 

10 

(Totals  may  not  add  due  to  rounding.) 
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